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Before proceeding with the analysis it may be instructive to say a few words on the official definition of FDI and data sources to be used. The most common definition of FDI is based on the OECD Benchmark Definition of FDI (3 rd Edition, 1996) and IMF Balance of Payments Manual (5 th Edition, 1993) . According to this definition, FDI generally bears two broad characteristics. First, as a matter of convention, FDI involves a 10 percent threshold value of ownership. 4 Second, FDI consists of both the initial transaction that creates (or liquidates) investments as well as subsequent transactions between the direct investor and the direct investment enterprises aimed at maintaining, expanding or reducing investments.
More specifically, FDI is defined as consisting of three broad aspects, viz. new foreign equity flows (which is the foreign investor's purchases of shares in an enterprise in a foreign country), intra-company debt transactions (which refer to short-term or long-term borrowing and lending of funds including debt securities and trade credits between the parent company and its affiliates) and reinvested earnings (which comprises the investor's share of earnings not distributed as dividends by affiliates or remitted to the source country, but rather reinvested in the host country). New equity flows could either take the form of M&A of existing local enterprises or Greenfield investments.
For developing economies, the two most comprehensive databases on FDI inflows and outflows are the IMF-BOP Manual and UNCTAD (see Duce, 2003 for a comparison of the two sources). Neither source divides FDI into M&A versus Greenfield investments. 5 UNCTAD by far has the most complete FDI database, and unlike the IMF-BOP data, it compiles data on bilateral FDI flows -both inflows and outflows. The UNCTAD data are on a net basis (capital transactions credits less debits between direct investors and their foreign affiliates). The main sources for UNCTAD's FDI flows are national authorities (central banks or statistical office). These data are further complemented by data obtained from other international organizations such as the IMF, the World Bank (World Development Indicators), the Organisation for Economic Co-operation and Development (OECD), the Economic Commission for Europe (ECE) and the Economic Commission for Latin America and the Caribbean (ECLAC), and UNCTAD´s own estimates.
The remainder of the paper is organized as follows. Section 2 discusses broad patterns and trends in intra-Asia FDI flows using bilateral net FDI flows over the period 1990 to 2005. Section 3 employs an augmented gravity model framework to examine the main determinants of intra-Asian FDI flows using bilateral data based on a panel dataset. While many papers have considered different versions of gravity models to understand intra-OECD FDI flows and FDI flows from OECD economies to developing economies in Asia and elsewhere, this paper applies such a framework to intra-(developing) Asian FDI flows. We examine a range of drivers of FDI flows, including transactional and informational distance 4 This said, the 10 percent threshold is not always adhered to by all countries systematically. For a detailed overview of the FDI definitions and coverage in selected developing and developed countries, see IMF (2003) . Also see Duce (2003) . UNCTAD (2007) discusses data issues pertaining to FDI inflows to China. 5 See UNCTAD (2006, pp.15-21) for a discussion of Greenfield versus M&As. Cross-border M&As in the past three years have been experiencing a surge. While most M&A statistics are compiled by commercial data sources, they tend to include announced rather than actual financial flows, and some of the announced flows may not even include activities considered to be FDI (as defined above). More to the point, announced flows often includes funding of capital via equity from local minority share-holders or local/international borrowing (as opposed to funds from the parent or sister companies).
(proxied by distance), real sector variables, financial variables and institutional quality. As far as we know, ours is one of the very few papers that tries to determine the drivers behind FDI flows between developing Asia economies. The final section offers a few concluding remarks.
The Extent of Intra-Asian FDI Flows: Trends and Patterns
One could analyze FDI data on either stocks (i.e. International Investment Positions) or flows (i.e. financial account transactions) data. While much empirical analysis to date has been undertaken using the former, changes in stocks could arise either because of net new flows or because of valuation changes and other adjustments (such write-offs, reclassifications etc). To abstract from these valuation and other changes we consider only data on flows of outward FDI (net decreases in assets or when a foreign country invests in the country in question) and inward FDI (net increases in liabilities or when the source country invests abroad). Our focus is on selected South, Southeast and East Asian developing economies. The economies included in our sample are Bangladesh, Cambodia, Mainland China, Hong Kong SAR, India, Indonesia, Malaysia, Pakistan, the Philippines, Singapore, Taiwan POC, Thailand, South Korea, and Vietnam. Thus, apart from excluding West Asia and some smaller Asian economies in South, South-East and East Asia, we exclude Japan but follow UNCTAD in defining the newly industrialized economies (NIEs) like Hong Kong SAR, Singapore, South Korea and Taiwan POC as "developing". 1990 . Between 1990 and 1996 to Asia grew at an average annual rate of just over US$ 50 billion, while outflows grew at a rate of US$ 30 billion during the same period. Buoyant global economic conditions and the liberalization of most of the Asian economies in the early 1990s led to an influx of FDI inflows to the region. In contrast, during 1997 to 2005 average annual FDI growth in outflows from Asia outpaced inflows to Asia (US$ 22 billion on average compared with US$ 50 billion annually).
Aggregate Inflows to and Outflows from Developing Asia
Further, FDI outflows and inflows for most countries during the sub-periods 1990 to 1996 and 1997 to 2005 are positively correlated, with the exceptions of Korea (first sub-period), the Philippines (second sub-period), and Bangladesh (entire period). The correlations in Greater China (Mainland plus Hong Kong SAR) and India are particularly high, suggesting that periods of economic liberalization have been characterized by simultaneous rises in both FDI inflows as well as outflows (Table 3) .
Interestingly, the two countries with the highest magnitudes of inflows and outflows are Mainland China and Hong Kong SAR. In both of our sample periods 1990 sample periods to 1996 sample periods and 1997 sample periods to 2005 China has been the single largest destination of FDI, constituting about two-fifths of inflows to developing Asia during the last 15 years. More specifically, for the period 1990 to 1996, the average FDI inflows to Mainland China was around US$ 20 billion, while for the second sub-period, 1997 to 2005, the average FDI inflows to Mainland China crossed US$ 50 billion. With regard to outflows, Hong Kong SAR is clearly the single largest source of FDI outflows from Asia. FDI outflows from Hong Kong SAR averaged just under US$ 15 billion annually in the first sub-period and over US$ 25 billion in the second sub-period. 6 As will be noted below, a large part of outflows from Hong Kong SAR is bound for Mainland China, some of which is due to round-tripping from the Mainland to begin with. This round-tripping significantly inflates the amount of outward FDI from the Mainland which itself experienced a spurt between 1990
and 2005 (UNCTAD, 2006, p.12). 7 Referring again to Table 2 , apart from Hong Kong SAR and Mainland China, the three NIEs of Singapore, South Korea and Taiwan POC have consistently remained among the top developing economy sources of FDI over the last two decades. Malaysia (a near-NIE) is also notable for the size of their outward FDI flows, particularly since the 1990s. While there is not necessarily a one-to-one link between nationality of TNCs and FDI outflows, it is instructive to note that the handful of firms from developing economies that made the top 100 list were from Hong Kong SAR, Taiwan POC, Mainland China, Singapore, Korea and Malaysia. TNCs from the first four economies (i.e. Greater China and Singapore) constituted 60 percent of the top 100 TNC from developing economies (UNCTAD, Chapter 1).
Intraregional Asian FDI Flows: A First Look
Having considered broad country aggregate outflows and inflows to and from Asia, we analyze bilateral Estimates put round-tripping at between 25 and 50 percent of total FDI flows from Hong Kong SAR to Mainland China (UNCTAD, 2006, p.12). 8 Apart from round-tripping and trans-shipping issues (discussed later in this section), part of the data inconsistencies between inflows and outflows arise because many countries do not include retained earning or loans when considering FDI outflows.
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It is instructive to note that the top destinations of FDI using data based on FDI inflow data in the host economy and FDI outflow data from the source economy have roughly stayed the same during the period under consideration.
FDI inflows between Asian countries accounts for about one-third of all FDI inflows to the region (Table 4 and Figure 1) , and is particularly pronounced between and within East Asian economies and South-East Asian economies. This is apparent from Consideration of intra-Asian bilateral flows highlights a few other important characteristics of intra-Asian FDI flows (Tables 5 and 6 ). First, the leading investors from the region have stayed the same between 1997 to 2006, with Hong Kong SAR as the leading investor, followed by Singapore, Taiwan POC, Korea, Mainland China, and Malaysia, in that order. The importance of Mainland China as a source of capital is noteworthy in that there has been a great deal of debate on whether China has diverted extra-regional FDI from the rest of Southeast and East Asia (for instance, see Chantasasawat, Fung, Iizaka and Siu 2004 , Eichengreen and Tong, 2007 , Liu, Chow and Lim, 2007 , Mercereau, 2005 and Sudsawasd and Chaisrisawatsuk, 2006 . 10 
The Model
The aim of this section is to develop a relatively parsimonious model which includes commonly-used determinants as well as focus on specific bilateral variables. To this end we follow the basic gravity type framework which argues that market size and distance are important determinants in the choice of location of direct investment's source countries. The theoretical basis for a gravity model of FDI has recently been proposed by Head and Ries (2008) . The model has been used in a host of papers with some variations. 14 The basic specification of our estimated model is outlined below: (1) where:
is the real FDI flow from source country (i) to host country (j) in time (t); and are real GDPs in US dollar for the source country (i) and the host country (j) in time (t); LANG is a binary variable equal to 1 if the source and host countries have a common official language; is the geographical distance between the host and source countries; is a sector of control variables influencing FDI outflows; denotes the unobservable type of source country effects (we use source country dummies); denotes the unobservable type of host country effects (we use host country dummies); denotes the unobservable time effects (we use year dummies); and is a nuisance term. 15 The set of controls used are: real GDP per capita differentials of the host and source countries, lag of real export of goods from the source country to the host country; change in bilateral real exchange rate of the source country with respect to the host country; the ratio of stock market capitalization to GDP of the host country's stock market, average corporate tax rates in the host country, a political risk index in the host country, a binary variable equal to 1 if the countries' legal system is originated from the British common law system, a binary variable equal to 1 if the source and host countries have an operational free trade agreement (FTA); and a financial openness index in the host country.
a) Basic Gravity Variables
We expect the coefficients of the real GDP of the source and destination countries to both be positive as they proxy for masses which are important in gravity models. 16 A destination country that has a large market tends to attract more FDI. The sign of the source country size is ambiguous. While large real GDP indicates greater aggregate income and therefore higher ability to invest abroad, small real GDP implies limited market size and consequent desire by companies to expand their wings overseas to gain market share. The sign for common language ought to be positive, while the sign for distance from the source to the host country should be negative, as greater distance between countries makes a foreign operation more difficult and expensive to supervise and might therefore discourage FDI. 17
The prior sign of the difference in real GDP per capita (source minus host) is unclear, depending on whether FDI flows are vertical or horizontal in nature. Similarly, the nexus between FDI and trade is ambiguous a priori. Insofar as both are a means of servicing a market, they could be competitive in nature. On the other hand, their relationship could be complementary if FDI is export-oriented or if greater exports increase familiarity with a country, hence stimulating FDI inflows as well. Clearly there may be issues of reverse causality between FDI and exports. We therefore lag the exports variables by one period. 18 We also hypothesize that the change in the real exchange rate should have a negative sign as a real exchange rate depreciation of the host country (i.e. fall in the index) should raise FDI flows from the source country (due to the wealth effects). However, there are other channels that could lead to ambiguity of the signage (Cushman, 1985) . 16 In physics, the law of gravity states that the force of gravity between two objects is proportional to the product of the masses of the two objects divided by the square of the distance between them. Most gravity models in bilateral trade and FDI have replaced the force of gravity with the value of bilateral trade or direct investments and the masses with the source and destination countries' GDP.
17 However, if the foreign firm is looking to service the destination country's market, a longer distance also makes exporting from source countries more expensive and might therefore make local production more desirable and encourage investment. This argument is not unlike the tariff-jumping one.
18 As a robustness check we also excluded exports altogether in the regression. Results remained largely unchanged.
c) Financial control variables
As with di Giovanni (2005), we also test if greater financial depth of the host country impacts bilateral FDI flows to them. We proxy financial depth by higher stock market capitalization of the host country.
This variable could also be suggestive of general bullishness in and robustness of economic activity, thus generating capital inflows. However, the sign of this coefficient for the host country could be uncertain as there is a line of research suggesting that FDI tends to flow into countries with weaker financial systems, i.e. FDI is "bad cholesterol" (see Hausman and Fernández-Arias, 2000) . Apart from financial depth, the link between financial liberalization and international capital flows is of great importance to emerging market policymakers. We therefore also test whether financial openness in general can lead to more FDI flows between emerging Asia economies when controlling for other factors. FDI flows between the two. After a thorough observation of our data we feel that most of missing variables in our dataset happen because of "no FDI". As for the negative disinvestment figures, we treated them as zero observations since they represent no investment in the destination countries.
In all of our estimations we deal with the issue of censored data. The common approach to dealing with censored data is to run a Tobit model (for instance see Bénassy-Quéré, Coupet and Mayer, 2007 , Daude and Stein, 2007 and Loungani, Mody, and Razin, 2002 We follow di Giovanni (2005) by computing a Tobit model using the two-step procedure. First, a Probit model is estimated for whether a deal is observed or not conditional on the same right-hand variables as in equation (1) 
Empirical Results
We considered four initial specifications, each building on the previous one (Table 7) . First, we start with a basic gravity model without additional controls in regression (1) . We then add the real sector control variables in regression (2), the financial variables in regression (3), and the institutional quality variables and other variables (corporate tax rates and bilateral FTA) in regression (4).
In the four specifications the distance variable remains statistically and economically significant.
Greater distance between the host and source country tends to lower bilateral FDI. As expected, larger countries receive (and send) volumes of FDI. A common language is also positively associated with more FDI inflows, though not statistically significant. This may at least partly be reflective of the fact that English dominates economic transactions, especially within Asia.
Regression (2) to GDP in the host country is associated with a 0.4 percent rise in FDI inflows. We also tested for the impact of financial openness by including the Chinn-Ito index. We find that a host country that is more financially open seems to attract more regional FDI flows. However, this result should be interpreted with some caution, once again because of the limitation of the proxy used. In particular, the index may be too aggregated (i.e. an economy may be financially closed to capital flows in general but what matters is openness to FDI). In addition the index only captures de jure as opposed to de facto controls and, as is well known, controls tend to be leaky when there are sufficient incentives for agents to circumvent them.
Regression (4) adds the institutional quality variables, the corporate tax rates of the host country, and bilateral FTA between the two countries. The political risk index has the correct sign, i.e. lower political risk (proxied by a higher ICRG rating) in the source country leads to more FDI inflows. The effects are economically and statistically significant; lower political risk of the host country is associated with greater 28 The finding is aligned with works by Cushman (1985) , Front and Stein (1991), Blonigen (1997), and others.
FDI inflows. When the host country adopts a similar legal system to the British common law system it appears to facilitate more FDI inflows. The finding concurs with a growing body of literature which suggests that Anglo-American law (i.e. common law) improves the quantity of finance and the efficiency with which it is utilized. 29 The presence of an operational FTA also facilitates FDI flow between the source and host countries. We find that if two countries have an operational FTA then bilateral FDI flows between them will be increased by roughly 68 percent. This result is also robust. The corporate tax rate has a negative sign and is statistically significant, implying that a lowering of the corporate tax rate in the host country is associated with a rise in FDI inflows. However, this result must be cautiously treated since we have not controlled for double tax agreements, tax sparing agreements, tax incentives, transfer pricing etc, all of which may muddy the results.
Robustness Check 30
We performed a number of sensitivity analyses to ascertain the robustness of these results (Table 9 ). In regression (5), we added a dummy variable equal to 1 to capture that Mainland China and Hong Kong SAR are the same country post-1997. The rationale behind for this is to treat flows between Mainland
China and Hong Kong SAR separately between pre-1997 and post-1997. 31 In regression (6), we take Greater China to be a single sovereign entity across time (i.e. we view Mainland China, Hong Kong SAR, and Taiwan POC to be part of the same country). In regression (7) we added the disinvestment from source country to host country to the investment flow from host country to source country. In regression (8) we dropped all divestment and missing observations are re-run in a simple OLS pooled regression.
In regression (9) -and purely for comparison -we converted all missing and negative observations to be zero and expressed the dependent variable as ln(1+FDI), similar to Eichengreen and Irwin (1995) and re-ran an OLS. 32 The results are shown in Table 9 . In regression (5) with the inclusion of the same country dummy variable for Mainland China and Hong Kong SAR post 1997, the results are almost identical to the baseline regression (4). The one exception is that the FTA dummy now becomes insignificant, while the same country dummy becomes significant and positive. 33 In regression (6), once again the same country dummy ("Greater China") is significant and positive while the FTA dummy becomes insignificant.
Everything else broadly remains unchanged. 34 In regression (7), when we add the divestment from 29 These results broadly concur with Beck et al. (2004) which finds that a country's legal origin influences its firms' access to foreign finance. 30 We thank an anonymous referee for suggesting some of these checks. 31 Results did not alter much with a change in breakpoints. 32 Thus regression (9) has almost double the observations as the other regressions. 33 Mainland China and Hong Kong SAR signed an FTA in 2003-04 which is captured in our FTA dummy. 34 The only other difference between regression (6) and the baseline regression (4) is that the common language becomes negative, though it is statistically insignificant in both cases.
country i to j to investment flows from j to i, results are virtually identical to the baseline regression (4). In the last two robustness checks, (regressions (8) and (9) this suggests is that relatively more investments are being made outside developing Asia.
The paper finds that an augmented gravity model fits the data fairly well. Our model is able to capture most of the variations in existing intra-Asian FDI flows. Most of the estimated coefficients are the correct signs and are statistically and economically significant. Intra-regional FDI activity between emerging Asian economies is driven by economic factors such as market size (especially in the host country), export intensity, real exchange rate changes, measures of financial depth, institutional factors (such as political risk and legal origin), an operational FTA, and level of financial openness of the host country. As in the case of international trade, distance stands out as an important determinant of bilateral FDI flows even after the inclusion of bilateral FTA, suggesting that transport costs and informational asymmetries are factors that could hinder FDI flows. 36 While geographical distance is "natural", there could still be a role for government policy in reducing "transactional distance" and "informational distance" between countries a la Loungani, Mody, and Razin (2002) . 37 There is clearly a need for more work in this area. Developing Asia 3/ 27, 408.9 71.3 3.0 25, 623 2/ * significant at 10%; ** significant at 5%; *** significant at 1%.
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